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Report of the the Corporation Committee should 

Corporation Committee contact me at (313) 963-2500 if they 
have suggestions for other topics at 

Jay A. Kennedy, Chairperson the meeting. 
Abbott, Nicholson, Quilter, Esshaki 
& Youngblood, P.C. 
One Woodward Avenue, 19th Floor Report of the Employee 
Detroit, Michigan 48226 
(313) 963-2500 Benefits Committee 

1. Recent Activities 
Charles Lax, Chairperson 

The Corporation Committee held a 
Maddin, Hauser, Wartell, Roth, 
Heller & Pesses 

joint meeting with the Partnership 24800 Northwestern Highway 
Committee, the Estates and Trusts Third Floor 
Committee and the Real Property Southfield, Michigan 48034 
Law Section Committee on Federal (248) 827-1877 
Tax Aspects of Real Estate Trans-
actions on November 11, 1997. A 1. Chairperson's Message. 
primary topic at this meeting was The most recent meeting of the Em-
the Taxpayer Relief Act of 1997 which ployee Benefits Committee was held 
provides a new estate tax exclusion in conjunction with the State Bar's 
for "Qualified Family-Owned Busi- Annual Meeting on September 18, 
ness" interests, and other provisions 1997. Approximately 50 members 
which reduce the interest payable and guests were in attendance. This 
with deferred payments of estate was a liaison meeting with Employee 
tax under Sec. 6166. A detailed Plan Division Representatives from 
description ofthese changes is con- the Internal Revenue Service includ-
tained in this issue of the Michigan ing Joan Sweeny, Chief, EP/EO 
Tax Lawyer entitled "1997 Tax Act Division, Northeast Region; Janna 
Offers Limited Estate Tax Relief Skufca, EP Branch Chief, Northeast 
for Small Business Owners." Region; Cathy Jones, EP Technical 

Tom Spillane of Dykema, Gossett Coordinator and Chief of Review 
also made an informative presenta- Staff, Northeast Region; and Larry 
tion on the conversion of partner- Burleson, EP Group Manager, 
ships to LLCs in Michigan. These Detroit, Michigan. 
conversions were simplified by recent 
amendments to the Michigan Limited The topics discussed at 
Liability Company Act. In general, the meeting included: 
the act provides that a Michigan A. The reorganization of the deter-
partnership may automatically mination letter function of the 
convert to an LLC. Internal Revenue Service, cen-

Other topics discussed at the tralizing it in Cincinnati; 
meeting included valuation discount B. The continued success and 
planning and recent IRS estate and growth of th«;i!,Administrative 
gift tax audit activity. Policy Regarding Self-Correction 

(APRSC), the Closing Agreement 
2. Next Meeting Program (CAP), the Voluntary 
The next meeting of the Corporation Compliance Resolution Program 
Committee will be held in late Janu- (VCR) and the Tax Sheltered 

,~ 
ary, 1998. Topics will include the Annuity Voluntary Correction 
1997 Tax Act changes and. other Program (TVC); 

<~-) 

recent developments. Members of 
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C. National and local examination 
programs for 1997/1998 including 
non-amenders, prohibited trans
actions, taxation of distributions, 
small prototype plans with 25 or 
fewer participants, small defined 
contribution plans with directed 
investments, small profit sharing 
plans and defined benefit pension 
plans that utilize permitted 
disparity, and plans maintained 
by controlled groups of business 
with 25 or fewer participants; 
and 

D. The likely time table for the 
determination letter programs 
for plans to amend and comply 
with Small Business Job Protec
tion Act, Taxpayer Relief Act, etc. 

2. Future Meetings. 
The Employee Benefits Committee 
has scheduled its next meeting for 
January 21, 1998. The meeting will 
feature a presentation by Allan 
Tawshunsky, Special Counsel to the 
Associate Chief Counsel (EB/EO). 
Mr. Tawshunsky's presentation will 
include a discussion of the role and 
function of Chief Counsel's Office, a 
regulation project update, including 
an analysis of recently published 
regulations and a review of the 
Internal Revenue Services' litigating 
position on ongoing benefit cases. 
Mr. Tawshunsky is a frequent lec
turer at National ALI-ABA, ASPA 
and Regional Liaison meetings. We 
are most fortunate to be able to bring 
Allan to Michigan for our committee 
meeting and would, of course, like to 
secure as large an attendance as 
possible. The location of the meeting 
will be the N ovi Hilton Hotel in N ovi, 
Michigan. The meeting and Mr. 
Tawshunsky's presentation will be 
preceded by a luncheon. Information 
will be provided to committee mem
bers when finalized. If any non
committee members would like to 
attend the program, I should be 
contacted directly. 

Michigan Tax Lawyer-4th Quarter 1997 

An early spring meeting jointly 
sponsored by the Employee Benefits 
Committee and the Estate and Trust 
Committee will be scheduled. This 
meeting will focus upon retirement 
plan distribution planning from 
an income tax and estate tax stand
point. Members of each committee 
will participate in presentations and 
a panel discussion. 

3. Recent Legislation. 
The recently enacted Taxpayer Relief 
Act of 1997 contained numerous 
provisions pertaining to employee 
benefits, retirement plans and IRAs. 
The two most significant provisions 
in this area will provide practitioners 
with many planning opportunities. 

First of all, the legislation~repealed 
the excess distribution taxes con
tained in Internal Revenue Code 
Section 4980A. The repeal of this 
Section, will provide individuals with 
greater opportunities to accumulate 
larger retirement benefits and en
courage the deferral of distributions 
for a longer period of time. 

While the legislation generally 
expanded the opportunities for the 
use of IRAs, the availability of so
called ''back loaded" IRAs (Roth IRA) 
appears to have generated significant 
interest and planning opportunities. 
Practitioners will be required to 
consider various models and scenarios 
in advising clients on the use of Roth 
IRAs as an alternative to traditional 
IRAs. Roth IRAs are first available 
in 1998. 
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Report of Estates 3. Future Schedule. 

and Trusts Committee Possible future meetings include: 
having a representative from a corpo-

Gregory V. Di Censo, Chairperson rate trust and estate administration 
Miller Canfield, Paddock & Stone department present probate and 
1400 N. Woodward, Ste. 100 
P.O. Box 2014 

death tax issues from a corporate 

Bloomfield Hills, Ml 48303-2014 fiduciary standpoint and how practi-
(248) 258-3049 tioners and corporate fiduciaries can 

work together effectively; a joint 
1. Chairperson's Message. meeting with the Employee Benefits 
The Committee is continuing to Committee on employee benefits and 
monitor federal legislative changes distribution planning and the need to 
regarding estate and gift tax matters. appropriately "tailor" estate planning 
Further discussion of the recently- documents for estate plans with 
enacted Taxpayer Relief Act of 1997, significant employee benefits so that 
as well as proposed "technical correc- marital deductions and other tax 
tions" will be topics for upcoming planning devices may be applied to 
Committee Meetings. such qualified plan distributions; 

and a presentation on fiduciary 
2. Report of Last Meeting. income tax developments. 
Our last Committee Meeting was 

4. Contribution to the held in September during the Annual 
Meeting of the State Bar of Michigan. Michigan Tax Lawyer. 
The meeting was well attended with This issue of the Michigan Tax Law-
approximately thirty people. The yer contains an article on the subject 
Chairperson, Gregory V. DiCenso, of qualified personal residence trusts 
made a presentation on the 1997 Tax ("QPRTs"), written by Dr. Alan Klein 
Act and, in particular, provisions of Grand Blanc, Michigan, intended 
affecting Estates and Trusts. Our as a "primer" on the subject. 
main speaker was Mr. Brian M. 
Trindell, Manager of the Estate and 

Report of the Gift Tax Group for the Internal 
Revenue Service in Detroit. Brian International Tax 
also very generously devoted as much 

Law Committee time as the attending practitioners 
desired to field questions regarding David Wunder, Chairperson 
current topics of interest, such as Coopers & Lybrand 
valuation matters and recent develop- 400 Renaissance Center 
ments in the law. This meeting was Detroit, Michigan 48243 
very effective in bringing together the (313) 446-7100 
IRS and the practitioners to discuss 
topics of interest in an informal, 1. Recent Meetings. 
non-adversarial setting. The most recent meeting of the Inter-

On November 11, 1997, the Estates national Tax Committee took place 
and Trusts Committee participated on December 2, 1997. Bernard Bress, 
in a joint meeting with the Corpora- an International Tax Director, and 
tion Committee, the Partnership William Leary, an International Tax 
Committee, and the Real Property Manager in the National Tax Con-

(' 
Law Section Committee as reported suiting Group at Coopers & Lybrand 
by the Corporation Committee. spoke on the topic of International 

--:.__-. .J 
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Reorganization and Repatriation 
Planning. Prior to joining Coopers 
& Lybrand, Mr. Bress was a branch 
chief on the staff of the Associate 
Chief Counsel (International), Inter
nal Revenue Service. He was the 
primary reviewer for practically all 
projects emanating from the IRS 
involving international subchapter C 
concerns and was the international 
liaison for corporate tax matters with 
the Corporate Tax Division, IRS. 
Before joining that office at its incep
tion in 1986, he was a group chief 
in the Reorganization Branch, IRS. 

Report of the Partnership 
Committee 
Thomas B. Spillane, Jr., Chairperson 
Dykema Gossett PLLC 
1577 North Woodward Avenue, Ste. 300 
Bloomfield Hills, Michigan 48304 
(248) 203-0754 

1. Recent Activities. 
As reported by the Corporation Com
mittee, the Partnership Committee 
held a joint meeting on November 11, 
1997 with the Corporation Commit
tee, the Estates and Trusts Commit
tee and the Real Property Law 
Section Committee on Federal Tax 
Aspects of Real Estate Transactions. 
Now, a partnership can convert into 
a limited liability company by simply 
filing Articles of Organization and a 
Certificate of Conversion, which 
recently have been incorporated on 
one form, with the Department of 
Consumer and Industry Services. 
For state law purposes, the limited 
liability company is treated as the 
same entity as the converted partner
ship with all of the assets and liabili
ties that existed at the time of the 
conversion. Because the conversion is 
automatic under state law, there is no 
longer a need to prepare any transfer 
documents (including deeds) in con-

Michigan Tax Lawyer-4th Quarter 1997 

nection with the conversion. For 
federal tax purposes, the conversion 
of a partnership into limited liability 
company generally is a tax-free 
transaction. However, if there is a 
reduction in a partner's share of 
liabilities under Code Section 752, 
the transaction could be taxable. The 
IRS has issued Rev. Rul. 95-37, which 
states that the conversion of a part
nership to a limited liability company 
will be treated as a continuation of 
the former partnership for all federal 
tax purposes, including a continua
tion of the partnership's employer 
identification number. With the new 
automatic conversion provisions in 
the Michigan LLC Act and the new 
check-the-box rules from tlie IRS, 
many partnerships (if not all) should 
convert into limited liability compa
nies to avoid the personal liability 
imposed on general partners of those 
partnerships. 

2. Next Meeting. 
The next meeting of the Partnership 
Committee will be scheduled in 
January, 1998. The meeting will 
likely be a joint meeting with the 
Corporation Committee and the 
Committee on Federal Tax Aspects of 
Real Estate Transactions. Generally, 
the meetings feature one or more 
topics followed by a roundtable dis
cussion of current issues. Please 
contact me if you have any ideas on 
topics that you would like to see 
covered at this meeting. I would like 
to encourage increased participation 
at these meetings which are very 
informative and helpful to tax 
practitioners in all areas. 

3. Michigan Tax Lawyer Article. 
The Partnership Committee is re
quired to submit an article for an 
upcoming Michigan Tax Lawyer by 
February 15, 1998. I would welcome 
volunteers to prepare this article. If 
you are interested, please contact me. 

~1 
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Report of the Practice 
and Procedure Committee 
Aaron H. Sherbin, Chairperson 
Finkel, Whitefield, Selik, Raymond, 
Ferrara & Feldman, P.C. 
32300 Northwestern Hwy., Ste. 200 
Farmington Hills, Michigan 48334 
(248) 855-6500 

I am pleased to assume the duties of 
the Chairperson of the Practice and 
Procedure Committee. I look forward 
to chairing this committee over the 
next two years. Eric M. Nemeth, 
immediate past Chairperson, and 
I recently met to work through a 
smooth transition of the committee. 
His assistance has been tremendously 
helpful and I look forward to his 
continued support. I also want to 
thank Eric for all of his hard work 
over the past two years and for the 
great job he has done as Chairperson. 

1. Future Meetings. 
The next meeting of the Practice 
and Procedure Committee will be the 
IRS/Bar Liaison meeting and will be 
held the week of February 9th, 1998. 
Matters to be discussed at this meet
ing will include practicing before the 
IRS, current tax issues of interest 
and improving relationships between 
practitioners and IRS representa
tives. The specific location of the 
meeting has not been determined, 
but, as in years past, the meeting will 
likely take place in downtown Detroit. 

Report of the State and 
Local Tax Committee 

Michele L. Halloran 
Howard & Howard, P.C. 
Phoenix Building, Ste. 500 
222 Washington Square North 
Lansing, Ml 48933 
(517) 485-1483 
E-mail: michiehal@aol.com 

No report submitted 
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QPRTs- A Primer 
by: Dr. Alan Klein 

I. Introduction 
An important goal of estate planning, 
minimizing death taxes, is accom
plished by gifting assets. However, 
gifting the assets, by definition, 
results in the donor's loss of use and 
control of the property. The Qualified 
Personal Residence Trust, or "QPRT," 
is a trust that can be utilized to 
reduce estate and gift taxes and still 
allow the donor to maintain some 
use and enjoyment of the property. 
A QPRT can be used for the client's 
personal primary residence and one 
other personal secondary residence, 
such as a vacation home. 

II. Definition of a personal 
residence 

The definition of a "personal resi
dence," for tax purposes, is fairly 
strict. However, once met, the Service 
permits wide latitude in including 
certain adjacent property and 
appurtenant structures. 

A personal residence must be 
(1) a principal residence of the term 
holder, as defined in section 1034 
of the Internal Revenue Code (the 
"Code"); (2) any other residence of the 
term holder, within the meaning of 
section 280A(d)(1) (but without regard 
to section 280A(d)(2)) (essentially a 
''vacation home"); or (3) an undivided 
fractional interest in either of the 
above. According to Treasury 
Regulation Section 1.1034-1(c)(3), 
the determination of what is a princi
pal residence is to be made ''upon all 
the facts and circumstances in each 
case." The regulation does provide 
that a principal residence may be a 
separate house, condominium, house 
boat, house trailer, or stock in a 
cooperative housing corporation. 
Eligible types of dwelling units must 
provide basic living accommodations, 
including sleeping space, toilets, and 
cooking facilities. 

Michigan Tax Lawyer-4th Quarter 1997 

According to regulation section 
25.2702-5, an individual may not be 
the holder of a term interest in more 
than two personal residence trusts 
nor may a personal residence trust 
("PRT", see infra) or QPRT include 
household furnishings or other per
sonal property. Under this definition, 
a married couple can have up to three 
residences held in QPRT's, their 
principal residence and two other 
personal residences. Because the 
principal residence is counted as one 
of the two available residences quali
fying for QPRT treatment, an indi
vidual who does not own his or her 
principal residence but owns more 
than one vacation residence cannot 
attain the maximum quantity of two 
residences unless he converts a 
vacation residence to a principal 
residence. 

If a residence is owned jointly by 
husband and wife, the question arises 
whether a joint QPRT should be 
created or a separate QPRT set up for 
each spouse. The regulations permit 
spouses who each own an interest in 
the same residence to contribute their 
respective interests to a single QPRT. 
However, the trust instrument must 
prohibit anyone other than one of the 
spouses from holding a term interest 
in the trust concurrently with the 
other spouse. This drafting restric
tion limits the flexibility of the joint 
QPRT if marital circumstances 
change in the future. In addition, if 
it is assumed both husband and wife 
will survive the selected term of 
years, invariably two separate QPRTs 
will result in a smaller total gift value 
than ajoint QPRT, because of the 
increase in their reversionary inter
ests' value. The trade-off is that 
there is a higher likelihood of either 
grantor surviving a joint QPRT term 
than both grantors surviving sepa
rate terms. 

Since the selected QPRT term of 
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years should be one the grantor can 
be expected to survive, probably the 
more effective strategy is for the 
spouses to convert their joint owner
ship interest into separate tenancy
in-common interests. Each spouse 
can then create their own QPRT with 
their respective fractional interest 
in the residence. 

As mentioned, regulations state 
that a QPRT must not include any 
personal furnishings (e.g., household 
furniture). Although a trust instru
ment which is silent as to whether 
the trust can possess personal prop
erty does not by itself disqualify the 
trust, the regulations do state that a 
governing instrument permitting the 
trust to hold personal property shall 
not be a QPRT.2 Therefore, the 
personal property must either be 
owned outright by the grantor (or 
any another person) or the personal 
property must be placed into a 
separate trust. 

ill. Section 2702 Valuation Rules 
In 1990, Congress enacted Section 
2702 of the Code, entitled "Special 
Valuation Rules in Case of Transfers 
of Interest in Trusts." These special 
rules apply whenever a transfer is 
made in trust to or for the benefit of a 
member of the donor's family and the 
donor retains an interest in the trust. 
In general, the value of any retained 
interest which is not a "qualified 
interest" shall be treated as being 
zero. Therefore, the value of the 
donor's gift to the trust would be 
equal to the full fair market value of 
the gift at the time the gift is made 
because any retained value would be 
zero. However, section 2702(a)(2)(B) 
allows for the value of any retained 
interest which is a "qualified inter
est" to be determined under section 
7520, instead of section 2702. Section 
2702(a)(3)(A)(ii)) allows for the trans
fer of an interest in trust of "all the 
property which consists of a residence 
to be used as a personal residence by 
persons holding term interests in 

such trust." Therefore, because of 
this ''house" G .R.I. T. exception, a 
grantor may avoid section 2702 
valuation rules and, instead, utilize 
the much more generous section 7520 
valuation rules. · 

rv. Section 7520 Valuation 
Rules 

Section 7520 refers to published 
valuation tables that are updated 
regularly by the Secretary of the 
Internal Revenue Service (the "Ser
vice'') and allow for the value of any 
remainder and/or reversionary inter
est to be determined. These two 
determined values would then be 
subtracted from the fair market value 
of the personal residence to be placed 
in trust. The resulting value would 
be the value upon which a gift tax 
would be due. Fair market value 
of the residence at the time of the 
transfer into QPRT, less the value of 
the remainder, from the regulation 
tables, less the value of the reversion
ary interest, from the regulation 
tables, equals the taxable gift value. 
Under general valuation principles, 
the taxable gift should be further 
reducible by discounts to reflect the 
lack of marketability and/or the 
fractional, or "minority," interest. 

The value retained is the right of 
the grantor to use the residence for 
the specified term of years. The 
reversionary interest (the "reversion") 
is the right of the grantor's estate to 
receive the trust property (the resi
dence) in the event that the grantor 
should die prior to the end of the 
specified term of years. Both of 
these interests have value. 

In effect, this section allows for 
the trustor to both irrevocably give 
away his or her home and to retain 
use of it for a stated period of time. 
The requirements of this section are 
satisfied by a personal residence 
trust or a qualified personal residence 
trust, as set forth in the regulations. 
A personal residence trust, ~r PRT, is 
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a trust whose governing instrument 
prohibits it from holding any asset 
other than one residence to be used 
as a personal residence of the term 
holder and "qualified proceeds." 
Qualified proceeds in this in~tance 
refers to insurance proceeds m case 
the residence is damaged or destroyed 
or conversion proceeds in case the 
residence is involuntarily converted. 
The governing instrument must also 
provide that these proceeds .must be 
reinvested in a personal residence 
within two years of their receipt. 

A qualified personal residence 
trust or QPRT, is allowed a little 
more' flexibility than a PRT in regard 
to assets that can be held in addition 
to the personal residence. A QPRT 
can accommodate such contingencies 
as the grantor's moving out of the 
residence, the trust's ability t~ hold 
cash from sources other than msur
ance or condemnation, and the con
version to a grantor retained annuity 
trust. A QPRT is often the preferred 
trust, rather than a PRT, because 
of its greater flexibility. 

''The QPRT allows a person to 
transfer a home or vacation home to 
the next generation at a low gift tax 
cost during the homeowner's lifetime. 
The benefits of the strategy are: 

(1) it shifts future value appreciation 
to the next generation; 

(2) it makes property values vanish 
for transfer tax purposes; and 

(3) it achieves both an estate freeze 
and estate reduction."3 

"One of the reasons that a QPRT is 
effective is its exception from Section 
2702 valuation rules. In the case of 
a QPRT, the amount of the gift is 
calculated under the more favorable 
valuation tables that applied to 
grantor retained income trusts before 
the enactment of the Section 2702 
valuation rules. And, if the transf
eror survives until his term interest 
expires, the value of the residence 
will not be included in his estate."6 
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V. Technical requirements 
ofaQPRT 

First an irrevocable trust is estab
lished, which must follow the specific 
requirements of Sec. 25.2702-5~c). 
Next the transferor makes an Irrevo
cabl~ transfer of his or her (primary) 
personal residence and/or one other 
qualifying (secondary) perso~al 
residence to a trust. At the time of 
the transfer (or transfers), the transf
eror retains the right to live in the 
residence for a term of years. At the 
time the term expires, title to the 
residence is transferred from the 
trust to the trust beneficiaries, usu
ally the trustor's family members. If 
properly done, the residence will then 
have been successfully removed from 
the trustor's taxable estate. 

There is a strong likelihood that 
the grantor will wish to be the trustee 
of the trust. This is permitted by the 
regulations. Because it is very daunt
ing to irrevocably give away one's. 
home, being the trustee may proVIde 
a further sense of security to the 
grantor. Unless the trustee is given 
certain administrative powers that 
might make the transfer to the trust 
an incomplete gift, it is permissible 
for the grantor to act as trustee of the 
trust during the term of the retained 
income interest. Because the trust 
assets will be included in the 
grantor's estate if the grantor dies 
during term of years, acting as 
trustee will present no additional 
risk. However, there is significant 
risk in the trust's allowing the 
grantor to serve beyond the ~PR~ 
term if the trust should contmue m 
existence for other purposes. The 
grantor might then be deemed to 
have a retained power that would 
cause estate tax inclusion. 

Although seemingly simple, the 
technical requirements of a QPRT 
must be rigorously attended to, in 
order to fully comply with the regula
tion and to receive its benefits. Many 
of these requirements must not only 
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(([[ 
be attended to, but they must also be paid to the term holder within 
explicitly stated in the trust document thirty days of termination. 
itself. 7 These requirements are as 5. The trust must allow to hold 
follows: any future improvements to 

1. The trust must require that any the residence only upon the 
income of the trust be distributed same terms and conditions as 
to the term holder not less fre- apply to the residence itself. 
quently than annually. 6. The trust must require that 

2. The trust must prohibit distribu- proceeds from the sale of the 
tions of corpus to any beneficiary residence be held in a separate 
other than the term holder before account, if and only if the trust The trust must the expiration of the retained allows for the residence to be sold. 

require that term interest. 7. The trust must prohibit 
3. The trust must prohibit the hold- commutation of the term proceeds from 

ing of any assets other than one holder's interest. the sale of the 
personal residence, except cash, 8. The trust must require that residence 
in a separate account, which does insurance proceeds from damage beheld in 
not exceed the amounts required: or destruction of the residence a separate (i) for payment of trust expenses be held in a separate account. 

(including mortgage payments) (Amounts received by the account. 
incurred or expected to be paid trustee as a result of involuntary 
within six months; conversion are to be treated as 

(ii) for improvements to the resi- insurance proceeds.) 
dence to be paid by the trust 9. The trust must provide that it 
within six months from the ceases to be a qualified personal 
date the addition is to be residence trust if the residence 
made; ceases to be used or held to be 

(iii) for purchase by the trust of an used for use as a personal resi-
initial residence within three dence of the term holder. For 
months of the date the trust these purposes, a residence is 
is created if the trustee has held for use as a personal resi- · 
entered into a contract to dence of the term holder as long 
purchase the residence; and/or, as the residence is not occupied 

(iv) for purchase by the trust of a by any other person (other than 
residence to replace another the spouse or a dependant of the 
residence within three months term holder) and is available at 
of the date the addition is all times for use by the term 
made if the trustee has holder as a personal residence. 
entered into a contract 10. The trust must provide that it 
to purchase the residence. ceases to be a qualified personal 

4. The trust must require that, if residence trust upon the sale of 
the trust can contain cash (as per the residence unless the trust 
the above requirements), the permits the trustee to hold cash 
trustee must determine at least from the sale and the trust pro-
quarterly if the amount of cash vides that the trust will cease to 
held is in excess of the amounts be a qualified personal residence 
allowed, and must distribute the trust (as to the proceeds held) not 
excess to the term holder. Also, later than the earlier of: 
upon termination of the trust, (i) the date that is two years 

(( \ 

all cash in excess of amounts due after the date of sale; 
I ...:.:.·-_! on the date of termination and (ii) the termination of the term termination expenses must be holder's interest in the trust; 11 
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or, 
(iii) the date on which a new 

residence is acquired by 
the trust. 

11. The trust must provide that if 
damage or destruction renders 
the residence unusable as a 
residence, the trust ceases to be 
a qualified personal residence 
trust on the date that is two 
years after the date of damage or 
destruction (or the date of termi
nation of the term holder's inter
est in the trust, if earlier) unless, 
before such date, either replace
ment or repairs to the residence 
are completed or a new residence 
is acquired by the trust. 

12. The trust must provide that 
within 30 days after the dat~ on 
which the trust ceases to be a 
qualified personal residence trust 
with respect to certain assets 
either; (i) the assets be distrib
uted outright to the term holder
(ii) the assets be converted to ' 
and held for the balance of the 
term holder's term in a separate 
share of the trust meeting the 
requirements of a qualified 
annuity interest; or (iii) either 
of (i) or (ii) above, at the trustee's 
discretion. 

VI. Conversion to an annuity 
If the trust allows or requires the 
assets to be converted to a qualified 
annuity interest upon cessation as a 
qualified personal residence trust, the 
trust document must also meet the 
requirements of Treasury Regulations 
25.2702-3 and 25.2702-5(c)(8)(ii). 

The sale proceeds, insurance pro
ceeds, or conversion proceeds can be 
used to establish a qualified annuity 
trust that pays to the grantor a fixed 
annuity for the balance of the income 
term, rather than reinvest the pro
ceeds in a replacement residence 
at the discretion of the trustee. .k:, 
stated above, the unexpended pro
ceeds must be converted within thirty 
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days after the trust ceases to be 
"qualified." (As an alternative, the 
trustee may distribute the funds 
outright to the grantor. However, 
this would negate many of the ben
efits of the QPRT.) The qualified 
annuity trust would only return a 
small portion of the corpus of the 
trust to the grantor each year as 
annuity payments; hopefully, the bulk 
of the corpus would remain in trust 
and, therefore, receive some of the 
hoped for tax benefits. 8 

If the qualified annuity trust alter
~ative is ~hosen, the required annuity 
IS determmed under a rather compli
cated formula in the Treasury Regula
tions. 9 As a general rule, the required 
annuity is the original value of the 
trust times the original Section 7520 
interest rate. If the trust has only 
partially ceased to be a QPRT as to 
unexpended sale or insurance or 
conversion proceeds, the required 
annuity is a pro rata portion of the 
annuity that would be required if 
none of the proceeds were invested 
in a residence. 

Even though conversion of the 
proceeds to a qualified annuity trust 
may occur up to two years after the 
residence is sold, damaged, destroyed, 
or converted, the grantor's right to the 
annuity must begin on the date of the 
sale, damage, destruction, or conver
sion. Any deferred payments must be 
made with applicable interest. 

VII. Gift and Estate Tax Savings 
Proper utilization of a QPRT allows 
for two types of tax savings; gift tax 
and estate tax savings. At the time 
the residence is transferred to the 
trust, a taxable gift has occurred. 
Normally, the fair market value of 
the gift would be the taxable basis. 
However, because the transferor 
retains a term interest, the fair 
market value of the gift is reduced 
by the present value of the retained 
interest and the value of the rever
s~onary interest. (This is the excep
tiOn allowed for qualified interests 
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under the valuation rules of Section 
2702(a)(3) of the Internal Revenue 
Code.) These calculations are accom
plished using the actuarial rules 
under Section 7520. Gift tax savings 
is the difference between the amount 
of tax that would be due ifthe resi
dence were valued at fair market 
value, less the amount due after the 
reduction in value of the gift due to 
the transferor's retained interest and 
the transferor's reversionary interest. 
Typically, the residence would be 
transferred free of mortgage debt 
and the transferor's unified tax credit 
would be utilized to offset any gift tax 
presently due, for example, up to the 
maximum unified credit-equivalent, 
as increased by the Taxpayer Relief 
Act of 1997 (the "1997 Act"). 

If cash is added to a QPRT, the 
addition is an additional gift to 
the trust and is valued under the 
applicable Treasury tables at the 
time of the transfer. During the 
income term, the grantor may pay 
certain items directly, such as main
tenance, insurance, and real estate 
taxes. If the grantor is responsible 
for these payments as the income 
beneficiary under state law, their 
direct payment by him or her should 
not be characterized as an additional 
gift to the trust. 

If the residence is subject to a 
mortgage, the grantor could also 
continue to pay the mortgage directly 
to the lender, instead of contributing 
cash to the trust to cover the pay
ments. Interest on a mortgage is 
typically the responsibility of the 
income tenant, and therefore, the 
direct payment of the interest portion 
of a mortgage payment would not be 
an additional gift. On the other 
hand, each payment of principal 
would be an indirect gift to the trust 
subject to gift tax under section 2702. 
For this reason, it is preferable to use 
unencumbered property to fund a 
QPRT. If that is not possible, the 
grantor could transfer the residence 
to the QPRT but retain the obligation 

on the mortgage. In this case, the 
value of the house for purposes of 
the gift would be its gross fair market 
value--not its value net of the mort
gage--but ongoing mortgage pay
ments by the grantor should not have 
further gift tax consequences. If the 
grantor retains the obligation under 
the mortgage, some form of private 
indemnification agreement between 
the grantor and the trust is necessary 
to ensure that the trust is compen
sated if it loses;the property, since 
the mortgage lender probably will 
continue to hold a security interest 
in the residence. 

A grantor who makes mortgage 
and real estate tax payments directly 
could continue to take his or her 
usual income tax deductions for 
mortgage interest and real estate 
taxes. After the income term ends, 
the trust should begin to make these 
payments,. because only the trust will 
be able to claim those deductions. 
If the residence does not remain in 
trust after the income term, these 
deductions should be taken by the 
beneficiaries. 

When a QPRT is structured as a 
grantor trust, under the federal 
grantor income tax rules as to both 
income and principal, as it should be, 
the grantor would be entitled to the 
benefits of the 1997 Act's increased 
capital gains exclusion on the sale 
of a principal residence. 

Because it is a grantor trust, a 
QPRT has another advantage. For 
income tax purposes, a QPRT (with 
a grantor retained reversionary 
interest of at least 5%) exists as a 
pass through entity for income tax 
purposes. This means that a separate 
federal income tax form 1041 need 
not be filed for the trust, rather, all 
income is reported on the grantor's 
tax form 1040. 

Because the fair market value of 
the personal residence is a significant 
factor in determining the amount of 
tax savings, an excellent time to 
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establish a QPRT would be during a 
time when the real estate market is 
depressed and fair market values are 
down. If the grantor believes that the 
local real estate market will rebound 
and that he or she will survive the 
term of years, all appreciation of the 
personal residence after the date of 
creation of the QPRT would avoid 
future transfer tax and the value 
of "the estate tax freeze" will be 
enhanced. 

Estate tax savings occur only if 
the transferor outlives the life term 
reserved, as stated in the trust docu
ment, and the residence passes to the 
named beneficiaries. This is because, 
prior to the death of the transferor, 
the trust will have directed that the 
residence be distributed to, or held in 
benefit for the beneficiaries. There
fore, the residence will no longer be 
in the transferor's estate at the time 
of his or her death and will not be 
subject to valuation for estate tax 
purposes. In addition, a kind of 
estate tax "freeze" will have taken 
place; it is possible that between the 
time the residence was placed in trust 
and the time that the residence will 
be distributed to the beneficiaries an 
increase in the residence's value will 
have taken place. This increasein 
valuation will have successfully by
passed inclusion in the transferor's 
estate and, therefore, will also have 
escaped taxation as part of the 
grantor's estate. It is important to 
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note, however, that upon distribution 
of the personal residence to the ben
eficiaries, either at the grantor's 
death or at the end of the term of 
years, the beneficiaries will obtain the 
residence with a transferred ta:x cost 
basis. That is, they will receive the 
basis that the grantor had in the 
residence at the time it was gifted to 
the trust. Most likely, there will have 
been an increase in the fair market 
value of the residence over this period 
of time. Should the beneficiaries now 
sell the residence, they would be 
liable for capital gains tax on the 
difference between the fair market 
value received less the transferred 
basis. Sometimes this capital gains 
tax will be sufficiently significant 
such that much of the gift and estate 
tax savings will be negated. 

EXAMPLE 
Note the tax savings that would be 
attained by using a QPRT versus the 
donor's retention of ownership in the 
residence at the time of death, given 
the following: The donor is 60 years 
old, retains a term of 10 years, the 
regulation's interest factor is 9% at 
the time of the gift, the residence has 
an original cost basis of $100,000, is 
worth $600,000 fair market value at 
the time of the gift and appreciates to 
$800,000 at the end of the term. (For 
simplification, also assume that the 
donor has previously used his or her 
maximum unified credit.) 

the value of the gift is ($206,592) x (55%) gift taxes due ............................................................................................... $113,626. 
capital gains tax is due on ($800,000- $100,000) x (20%) .......................................................................................... $140,000. 

total taxes due (using a QPRT) ••••••••••••••••••••••••••.•••••••••••••••••••••.•.•••••••••••••••••••••••••••••••••••••••••••••••• $253,626. 

Now, assume that the donor retains the residence in his or her estate until death, ten years later. 

estate tax due upon death is ($800,000) x (55%) .................................................................................. $440,000. 

step up basis to beneficiaries, therefore no capital gains tax .............................................................. $000,000. 

total taxes due retaining ownership •••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• $440,000. 

total taxes due retaining ownership with 9% annual growth over 10 years ••••••• $781,230. 

TAX SAVINGS USING QPRT ($440,000- $253,626) WITH ZERO GROWTH OVER 10 YEARS ................. $186,374 

TAX SAVINGS USING QPRT ($781,230- $253,626) WITH 9% ANNUAL GROWTH OVER 10 YEARS ••••• $527,604 

14 
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If the transferor dies prior to the 
end of the stated term of years, the 
fair market value of the residence 
(as of the transferor's death) will be 
included in the gross estate for fed
eral estate tax purposes.13 If this 
should happen, the transferor is in 
no worse shape (tax wise) than if he 
or she had not attempted to utilize 
a QPRT. Any gift tax paid will be 
credited toward the unified tax due. 
In addition, there may be a slight 
estate tax benefit, because the dollar 
value of the gift tax paid (if paid at 
least three years prior) will not be 
included in the grantor's gross estate 
for estate tax purposes. 

VIII. Choice of term of years 
It is important to select a term of 
years that will accomplish the 
transferor's objectives. "Selecting 
a suitable term necessarily involves 
a calculated risk."14 Generally, a 
grantor will recover most of the 
benefit of his or her retained interest 
during the early years of the QPRT. 
Given the law of diminishing returns, 
a point will be reached at which it will 
no longer make sense to increase the 
grantor's retained interest. The value 
of the retained term interest is calcu
lated using the grantor's age, the 
applicable section 7520 interest rate 
and the trust's term. If a longer trust 
term is selected, the value of the 
retained interest will increase, 
thereby decreasing the value of the 
gift to the QPRT and, thereby lessen
ing the amount of gift tax due. In an 
effort to minimize the gift tax due, 
estate planners will often consider 
increasing the length of the trust 
term. However, doing this will also 
increase the probability that the 
grantor will die during the term, 
defeating the purpose of the QPRT. 
Therefore, it is important to optimize 
the trust term in order to minimize 
both the amount of the gift and the 
risk that the trust will revert back to 
the grantor's estate. 

Notice how the gift value will 

decrease (and, therefore, taxes due 
will decrease) as the term of years 
increases, in the following chart, 
based upon a donor 60 years old, 
a section 7520 interest rate of9% 
and a personal residence valued at 
$600,000: 

term ofyears 

2 
5 
10 
15 
20 

with reversion without reversion 
value ofiift value ofiift 

$490,668. $506,304. 
$359,130. $397,242 
$206,592. $277,938 
$111,750. $211,056 
$ 55,212. $176,190 

Based on IRS mortality tables, it is 
possible to estimate the point at 
which the incremental advantage of 
increasing the grantor's retained 
term interest is outweighed by the 
incremental risk that the grantor will 
not survive the term. The variables 
to consider are the grantor's age at 
the time of the gift, the applicable 
section 7520 interest rate, and the 
term of years. Remember- the 
applicable section 7520 rate is based 
upon the Service's calculation of an 
average individual's mortality rate. 
Thus, the overall calculation should 
be adjusted for each individual 
grantor, taking into consideration 
variables peculiar to that grantor 
(e.g., his or her health at the time 
of the gift).15 

It is important to consider what 
happens upon termination of the 
retained interest: At the time that 
the term of years ends, according to 
the trust document, the residence 
will pass to the beneficiaries. The 
trustor's interest will cease. Of 
course, the trustor can vacate the 
residence. Should the trustor desire 
to remain in the residence, he or she 
would have to pay fair market value 
rent to the beneficiaries, who would 
now own the residence. The rent 
would be taxable income to the 
beneficiaries. But note that the 
income tax payable by the beneficia
ries is likely to be less than the estate 
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tax that would be due if the amount 
of the rent had been included in the 
trustor's estate and passed to the 
beneficiaries either as a gift or upon 
the testator's death. 

IX. Negatives of using a QPRT 
Grantor Does Not 
Survive the Term 
In the event that the grantor does 
not survive the term of years, the 
residence is merely pulled back into 
his or her gross estate (Section 
2036(a)) and the tax benefits of a 
QPRT are not achieved. 

There may be psychological and 
emotional "costs," as the grantors are 
irrevocably relinquishing their right 
of ownership in their "castle." The 
only financial loss, however, would 
be the "set up" legal costs. Therefore, 
there is not much "downside" risk to a 
QPRT if the grantor does not survive 
the term. 

Grantor Survives Term 
If the Grantor does survive the term 
for years, thereby achieving the 
transfer tax savings, the main cost is 
the possible future capital gains tax. 
''By receiving the property from the 
QPRT by gift from their parents, the 
children obtain a carryover basis in 
the property. If, as is often the case, 
the home has appreciated substan
tially since the date of purchase, the 
carryover basis will be relatively low. 
When they dispose of the property, 
the children will pay a tax on the 
capital gain that could reduce or 
eliminate altogether the savings in 
gift and estate tax. In contrast, if the 
residence were held by the parents 
until death (rather than transferred 
to the QPRT), the basis in the home 
in the children's hands would be 
increased to its fair market value on 
the date of death, and the capital 
gains tax would be reduced accord
ingly.17 
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X. Repurchase option 
Two of these "negatives," relinquish
ment of ownership and the loss of a 
step-up in basis, have been dealt 
with, at least before recent regula
tions, infra., by having the grantor 
purchase the residence back from the 
trust ("repurchase option"), just prior 
to the expiration of the term interest, 
at fair market value. By properly 
structuring the QPRT trust agree
ment itself as a grantor trust for 
federal income tax purposes as to 
both income and principal, there 
would not be any recognized capital 
gain or loss upon the grantor's repur
chase of the residence from the 
QPRT. (To the extent a grantor is 
treated as the owner of a trust, the 
trust will not be recognized as a 
separate taxpayer capable of entering 
into a sales transaction with the 
grantor.) Including provisions in 
the QPRT for conversion to a grantor 
retained annuity trust then puts the 
"icing on the cake." 

First, the grantor would achieve 
the gift tax and estate tax savings. 
Second, the grantor would retain 
the right to use the residence for the 
term of years. Third, if the grantor 
purchases the residence just prior 
to the expiration of the term of years, 
the fair market value cash received 
by the trust for the residence would 
be used to purchase a grantor re
tained annuity trust, according to 
the trust terms. Fourth, the grantor 
would then receive an annuity and 
the trust beneficiaries would receive 
the corpus of the fair market value 
cash upon the end of the term of 
years. Because the beneficiaries 
would be receiving cash there would 
be no capital gains taxes due, as if 
they had received the residence from 
the estate upon the grantor's death 
and subsequently sold it. 

Neither the trust nor the grantor 
would have to pay capital gains tax 
upon the sale of the residence from 
the trust to the grantor, since it is, 
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in effect, a grantor trust and there 
would be no taxable occurrence. The 
grantor would then, again, retain 
ownership in the residence and, most 
likely, it would be in his or her estate 
at the time of death. If so, the benefi
ciaries would then receive a step up 
basis in the residence, based upon 
the fair market value of the residence 
at the time of the trustor's death. 

This method of utilizing a QPRT to 
its "fullest tax-efficient extent" might 
seem too good to be true. The grantor 
reaps gift and estate tax benefits, 
continues beneficial enjoyment of 
the residence, and his or her heirs 
receive substantial cash out of the 
estate with a step-up in basis for 
capital gains tax purposes. 

Indeed, this method of fully utiliz
ing the QPRT has been advocated 
by many authors almost since the 
beginning. 20•28 

It is interesting to note that many 
of the authors recommending this 
method of utilizing a QPRT, including 
the subsequent repurchase of the 
grantor's residence, have also ex
pressed their concern to proceed with 
caution. Apparently they recognized 
the tactic's aggressiveness and 
warned that the Internal Revenue 
Service may react .. 

XI. Recent I.R.S. Regulations 
On April16, 1996, the Treasury 
responded by publishing regulations 
that appear to deny use of the repur
chase option to avoid capital gains 
tax in utilizing a QPRT. Under these 
regulations, 33 a trust would not be 
treated as a QPRT unless the trust 
instrument expressly prohibits from 
selling or transferring the residence 
to the grantor of the trust, his spouse, 
another grantor trust created by 
either the grantor or his spouse, or 
any entity controlled by the grantor 
or the grantor's spouse. The sale 
must be prohibited from taking place 
during both the original QPRT term 
or at any time after the original term. 

The position of the Internal Revenue 
Service is that Congress designed 
the family residence exception to the 
qualified interest rules under Sec
tion 2702 to enable people to main
tain family ownership of their homes 
and pass ownership on to future 
generations, while retaining their 
use for a period of time; repurchas
ing the residence from the QPRT is 
thus not consistent with Congress' 
intent in enacting Section 2702. 

The regulations are effective for 
trusts created after May 16, 1996. 
A trust created after that date 
would not be entitled to the valua
tion discounts normally accorded 
a QPRT unless the trust document 
itself prohibits the grantor from 
repurchasing the residence. 

In spite of the letter rulings previ
ously mentioned, the Internal Rev
enue Service also warns that trusts 
established prior to May 16, 1996, 
may be treated as being inconsistent 
with the statute. The Service ad
vises that a trust may be disquali
fied if the grantor actually purchases 
the residence from the trust pursu
ant to an option contained in the 
trust instrument or in a collateral 
document. In attacking a pre
effective date trust, the Service 
will use established legal doctrines, 
such as the substance-over-form 
doctrine .... Clearly, where a purchase 
is made pursuant to a plan memori
alized by the grantor at the creation 
of the trust, the I.R.S. is more likely 
to deny discount valuation under 
Section 7520. 

Note that the new regulations 
prohibit the "sale" of the residence. 
What about "rental" of the resi
dence? No mention is made in the 
new regulations in regard to any 
agreements for the grantor to rent 
the residence from the trust subse
quent to the termination of the 
trust. However, this issue has been 
addressed in private letter rulings. 
In one letter ruling the grantor 
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proposed to enter into an agreement 
with the beneficiaries (his children) 
simultaneously with the funding of 
the QPRT which would allow the 
grantor to rent the residence follow
ing the term of the trust at fair 
market value rent. 34 In other letter 
rulings, the Internal Revenue Service 
held that similar agreements did not 
result in inclusion of the personal 
residence of the grantor in his or her 
estate following the term of the trust 
if the rental was at fair market value 
and there was no express or implied 
agreement from the beneficiaries to 
allow the term holders to use the 
residence at less than fair market 
value following the term of the 
trust.35•36 But, in Revenue Ruling 
70-15 the Internal Revenue Service 
did state that a transfer of a residence 
to a trust followed by the grantor's 
rent free use of the residence subse
quent to the trust termination did 
result in the residence's inclusion 
in the estate of the grantor. 

One can reasonably assume that 
the issue controlling in the above 
instances whether or not the Service 
will allow the grantor to subsequently 
rent the residence from the beneficia
ries after the termination of the trust 
is if the rental agreement is at true 
fair market value. Because "rental" 
arrangements were not addressed 
in the new regulations and because 
rental at fair market value would 
not appear to defeat the intent of 
Congress in allowing for QPRTs, it is 
fairly safe to assume that such rental 
agreements can still be undertaken 
without jeopardizing "qualified" 
status and without losing the tax 
benefits. Even so, perhaps it is wise 
to not prearrange a formal rental 
agreement and especially not 
embody such a plan in the QPRT 
itself. Standard trustee powers 
and fiduciary laws should permit 
a fair market rental without express 
provisions in the trust. 
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These recently published regula
tions do allow for existing QPRTs to 
be reformed in order to comply with 
the new requirements. Primarily, 
this means that existing QPRTs 
should be re-written so that they 
contain a provision "that prohibits 
the sale of a residence held in trust to 
the grantor of the trust, the grantor's 
spouse, or an entity controlled by the 
grantor or the grantor's spouse." The 
regulation provides that a QPRT 
that does not comply with one or more 
of the regulatory requirements for 
qualification as a personal residence 
trust or a qualified personal residence 
trust, will be treated as satisfying 
those requirements if the trust is 
reformed by judicial reformation (or 
nonjudicial reformation if effective 
under state law) to comply with the 
requirements. The reformation must 
be commenced within ninety days of 
the due date (including extensions) 
for filing the gift tax return reporting 
the transfer of the residence to the 
trust and must be completed within a 
reasonable time after commencement. 
If the reformation is not completed by 
the due date (including extensions) for 
filing the gift tax return, the grantor 
or grantor's spouse must attach a 
statement to the gift tax return stat
ing that the reformation has been 
commenced or will be commenced 
within the ninety day period. 

XII. Conclusion 
In spite of the recently published 
regulations denying the grantor the 
ability to repurchase the residence 
from a QPRT, many estate and gift 
tax savings can still be achieved using 
QPRTs. Estate planners should 
continue to reap these benefits for 
clients. 

ALAN KLEIN, D.D.S., J.D., L.L.M., IS a 
pract1c1ng pedtatric denttst and attorney in 
Grand Blanc, Mtchigan. 
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1997 Tax Act Offers Limited Estate Tax 
Relief for Small Business Owners 
By: Jay A. Kennedy, Esq. farm or other closely-held 

Eric J. Girdler, Esq. business).2 

Introduction As illustrated below, the Code 
Section 2033A exclusion amount The recently enacted Taxpayer Relief (hereinafter also referred to as Act of 1997, P.L. 105-34 (''TRA '97") the "family business exclusion") 

I 
contains a number of tax law changes will decrease as the applicable 

As illustrated that will provide estate tax relief to exclusion amount increases. 
below ..• the the owners of small businesses. For 1998, the maximum exclu-
"family 

This article will focus on two of the sion amount under Code changes: the new estate tax exclu- Section 2033A will be $675,000 business sion available for qualified family- ($1,300,000-$625,000 applicable exclusion" will owned businesses under Internal 
exclusion amount = $675,000). decrease as the Revenue Code ("Code") Section Because TRA '97 increases the 

applicable 2033A, and the reduction of interest applicable exclusion amount 
exclusion on deferred payments of estate tax beginning in 1998 and continu-
amount 

attributable to closely held busi- ing through the year 2006 nesses under Code Section 6166. 
increases. Both of these changes take effect (the "phase-in" period),3 the 

maximum exclusion under Code on January 1, 1998. Section 2033A will decrease 

I. Qualified Family-Owned each year, as follows: 
~I Business Interest Exclusion Applicable QFOBI 

A. Overview of Exclusion. Year of Exclusion Exclusion 
In general, Code Section 2033A Death Amount Amount 
allows an executor of a 1998 $625,000 $675,000 
decedent's estate to elect to 1999 $650,000 $650,000 
exclude from the decedent's 2000-2001 $675,000 $625,000 
gross estate the lesser of (1) the 2002-2003 $700,000 $600,000 
adjusted value of the decedent's 2004 $850,000 $450,000 
"qualified family-owned busi- 2005 $950,000 $350,000 
ness interests" ("QFOBis" 2006 and 
pronounced "qua-FOH-bees") 
or (2) the excess of $1,300,000 

thereafter $1,000,000 $300,000 

minus the applicable gift and One disappointing feature of 
estate tax unified credit exclu- the new family business exclu-
sion amount (the Code Section sion is that the increase in the 
2010(c) "applicable exclusion applicable exclusion amount will 
amount") in effect for the reduce the combined benefit of 
decedent's gross estate.1 Vari- the applicable exclusion and 
ous qualification requirements family business exclusion. This 
must be satisfied before the is due to the interplay between 
executor can elect this special the family business exclusion 
estate tax treatment. Many of and the applicable exclusion. 
these requirements parallel the Specifically, as the applicable 
requirements contained in Code exclusion amount increases 
Section 6166 (see discussion during the phase-in period, 

~) below) and Code Section 2032A the family business exclusion 
(which provides special rules for amount decreases each year, on 

20 valuing real estate used in a a dollar for dollar basis, which 
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will result in the shift of the 
amount of the estate tax exclu
sion from higher to lower estate 
tax brackets for most taxpayers. 
Consequently, the potential 
estate tax savings due to the 
combined $1,300,000 exclusion 
will decrease each year during 
the eight year phase-in period. 
The technical corrections con
tained in the Tax Technical 
Corrections Bill of 1997 address 
and correct this "shrinking tax 
benefit" problem. 

B. Requirements. 
1. Eligible Estates. 
In general, to qualify for the 
family business exclusion, the 
adjusted value of a decedent's 
QFOBI which passes to quali
fied heirs must exceed 50% of 
the decedent's adjusted gross 
estate (referred to as the "50% 
liquidity test").4 There are 
other eligibility requirements, 
including the following: 
(1) the decedent must be 
a United States citizen or 
resident at the time of death; 
(2) the decedent's executor 
must elect this special tax 
treatment; and (3) each 
person having an interest 
in the property must sign an 
IRS recapture tax agreement. 5 

2. QFOBI. 
Under section 2033A(e), a 
QFOBI generally is defined 
as any interest in a trade or 
business (regardless of the 
form in which it is held) the 
ownership of which is held at 
least (1) 50% by one family, (2) 
70% by two families, with the 
decedent's family owning at 
least 30%, or (3) 90% by three 
families, with the decedent's 
family owning at least 30%.6 

If the interest is not a sole 
proprietorship interest, then 
the above percentage owner
ship test will have to be met. 

In the case of a corporation, 
the ownership test will be met 
if the decedent and his or her 
family members (under Code 
Section 2033A(i)(2) the term 
"family members" is defined 
by reference to Code Section 
2032A(e)(2) -i.e., the 
decedent's spouse, decedent's 
ancestors, lineal descendants 
of the decedent, of his or her 
spouse, or of his or her parents, 
and the spouses of any such 
lineal descendants) own the 
requisite percentage. The 
percentage of corporate owner

-ship is determined by reference 
to both the total combined 
voting power of all classes of _ 
voting stock and the total value 
of all shares of all classes of 
stock. 7 In the case of a part
nership, the decedent and 
family members are required 
to own the requisite percentage 
of the capital interest (not 
profits interest) in the 
partnership. 8 

In applying these ownership 
tests, special "look-through" 
rules apply for entities that 
own an interest in another 
entity.9 For these purposes, 
each business entity that is 
owned (directly or indirectly) 
by the decedent or his or her 
family, or by a qualified heir 
and members of the qualified 
heir's family, is tested sepa
rately in determining whether 
the entity satisfies the QFOBI 
requirements.10 Under these 
rules, any interest that one 
business owns in another 
business (so-called "tiered 
entity'' ownership) is disre
garded in determining whether 
the first is a QFOBI. The 
value of any QFOBI held by 
an entity is considered to be 
proportionately owned by the 
entity's shareholders, partners 
or beneficiaries. 11 
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In order to qualify as a 
QFOBI, the interest must be bution under Code Section 
in a trade or business that had 170(h); 
its principal place of business (3) the principal place ofbusi-
in the United States on the ness of the trade or business 
date of death, and whose stock ceases to be located in the 
or debt was not publicly- United States; or 
traded at any time within ( 4) the qualified heir loses 
three years of the date of the United States citizenship 
decedent's death.12 Finally, an (with certain exceptions if 
interest in a trade or business the QFOBI is placed in a trust 

' will not qualify if more than similar to a Qualified Domestic I 35% of the adjusted gross Trust).16 For these purposes, 
income of the business for "qualified heirs" include, in 100% of the the year of the decedent's addition to the family mem-reduction in death was personal holding hers defined by reference to 

estate tax company income (see discus- Code Section 2032A, any 
attributable to sion below). 13 

individual who has been 
the heir's 3. Material Participation. aGtively employed for at 
interest is There are initial qualification least ten years by the trade 
recaptured. and ongoing "material partici- or business prior to the 

pation" requirements which decedent's death.17 Each 
must be satisfied by QFOBis.14 qualified heir is personally 
In general; the initial qualifi- liable for the recapture tax but 

f!:' cation requirement will be only to the extent of the recap-
satisfied if the decedent, or ture tax that is imposed with 
members of his or her family, respect to his or her interest 
owned and materially partici- in the qualified family-owned 
pated in the trade or business business. If the recapture 
during five of the eight years event occurs within the first 
preceding the decedent's six years of material participa-
death. 15 Since the rules of tion, 100% of the reduction in 
Code Section 2032A apply in estate tax attributable to the 
defining whether the "material heir's interest is recaptured 
participation" requirement has plus interest; thereafter, the 
been satisfied, factors that will applicable interest is 80% in 
be considered include physical year seven, 60% in year eight, 
work and participation in 40% in year nine and 20% in 
management decisions. year ten.18 

A punitive recapture tax 
C. Gross-Up Rules. applies if, within ten years 

of the decedent's death and As described above, to qualify for 
before the qualified heir's the new exclusion, the aggregate 
death, any of the following value of the QFOBI that passes 
recapture events occur: to qualified heirs must generally 
(1) the qualified heir ceases exceed 50% of the decedent's 
to meet the material participa- adjusted gross estate, as defined 
tion requirements; in Code Section 2033A(c). This 

definition of "adjusted gross 
(2) the qualified heir disposes estate" is significantly more ~~ of any portion of his or her complex than the definition of 
interest other than by the adjusted gross estate contained 22 disposition to a member of in Code Section 6166(b)(6) for 
the qualified heir's family or 
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estate tax deferral qualification 6. Gifts to spouse within the past 
purposes. Attorney Stacy ten years other than QFOBI 
Eastland has determined that gifts and de minimis gifts, 
an estate will qualify under Code PLUS 
Section 2033A if the numerator 7. Gifts within three years before 
divided by the denominator, as set death other than gifts of 
forth below, is greater than 50%.19 QFOBis to family members, 
Numerator: gifts to spouse, annual exclu-
1. Aggregate value of QFOBis sion gifts to family, and de 

These rules 
that are included in the minimis gifts, MINUS 

are intended decedent's gross estate and 8. All gifts included in the gross 
are acquired by or passed estate. to prevent the 
to a qualified heir, PLUS According to Mr. Eastland, manipulation of 

2. Adjusted taxable gifts of the net effect of the foregoing is the assets that 
QFOBis made to family to treat the decedent as (1) still comprise the 
members, if still held by holding the QFOBis that he or 

50% liquidity 
family members, PLUS she had previously given away 

3. Annual gift tax exclusion gifts that are still in the family and as test. 

of QFOBis made to family (2) still holding any substantial 

members, if still held by non-QFOBI assets that may have 

family members, MINUS been the subject of gifts made to 

4. Gifts of QFOBis included in the gain the benefit of Section 2033A. 
These rules are intended to decedent's gross estate, MINUS prevent the manipulation of the 

5. Cash or marketable securities assets that comprise the 50% 
owned by the business in excess liquidity test. For purposes of 
of reasonably expected day-to- these rules, the QFOBI trans-
day working capital needs, ferred to family members of the 
MINUS decedent during the decedent's 

6. Personal holding company type lifetime are valued as of the date 
assets owned by the business, of the transfer. 
MINUS As the foregoing suggests, the 

7. Certain Indebtedness (i.e., gross-up rules which are used to 
decedent's total indebtedness apply the 50% test may work in 
minus qualified acquisition a client's favor since the gifts are 
mortgage indebtedness for a included in both the numerator 
personal residence minus and denominator. In addition, 
qualified indebtedness used to the gross-up does not affect 
pay educational and medical valuation or the availability of 
expenses minus other debt of minority discounts because the 
the decedent up to $10,000). gifts are treated, for computation 

Denominator: purposes, at their date of gift 
1. Gross estate without regard values. In certain circumstances, 

to Section 2033A, MINUS estate planners and clients may 
2. Decedent's total indebtedness, be faced with tough choices 

PLUS between traditional valuation 
3. Item number 2 in numerator, discount planning and Section 

PLUS 2033A qualification planning. 

4. Item number 3 in numerator, Also, since the 2033A exclusion 
is available to both husband and 

<. 
MINUS 

wife, this may impact the way 
···-' 5. Item number 4 in numerator, that family businesses are owned PLUS between a husband and wife.20 23 
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D. Excess Passive Assets. 
As indicated in the above for
mula, the value of a trade or 
business qualified as a QFOBI 
is reduced to the extent that the 
business holds passive assets or 
cash and marketable securities 
in excess of "the reasonably 
expected day-to-day working 
capital needs for the trade or 
business," and assets that pro
duce passive income. 21 According 
to the Senate Conference Report, 
the historic average of a business' 
working capital needs in the 
past would provide the basis for 
determining the working capital 
needs of the business. For pur
poses of these rules, accumula
tions for capital acquisitions are 
not considered "working capital," 
and various passive assets (in
cluding assets that produce 
dividends, interest, rent, royalties 
and annuity income) are not 
included in the value of a quali
fied family-owned business. 

II. Revisions to Code Section 
6166 Estate Tax Installment 
Payment Rules 

A. Code Section 6166- In General 
Code Section 6166 permits the 
extension of time for the payment 
of estate tax where a significant 
portion of the estate consists of 
an interest in a closely held 
business. If a proper Code 
Section 6166 election is made, 
then deferred estate taxes, plus 
interest, may be paid over a 
period which extends for as 
much as fourteen years from the 
due date of the estate tax return. 

B. Qualification For Code 
Section 6166 Election 
An estate may elect to pay a 
portion of estate tax in up to 10 
equal installments if the decedent 
was a U.S. citizen or resident, 
and if the value of a closely held 
business interest exceeds 35% of 
the adjusted gross estate. 22 The 
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adjusted gross estate is the gross 
estate reduced by administrative 
expenses, debts and losses 
deductible under Code Sections 
2053 or 2054.23 The portion of 
the estate tax which is eligible 
for deferral is generally the 
estate tax attributable to the 
inclusion of the closely held 
business interests in the estate, 
and is determined by multiplying 
the total estate tax (net of appli
cable credits) by a ratio deter
mined by dividing the value 
of the closely held business 
interests by the adjusted gross 
estate.24 

The first installment of estate 
tax must be paid not more than 
five years after the original due 
date (without extensions) of the 
estate tax return. Later install
ments are due on the anniver
sary of payment of the first 
installment. Most estates elect 
the maximum 10 year deferral 
available under Code Section 
6166. The estate tax can be 
prepaid at any time within the 
deferral period without penalty. 
However, an estate which does 
not initially elect 10 year defer
ral cannot modify its election to 
increase the deferral period. 
The Code Section 6166 election 
must be made not later than the 
time prescribed for filing the 
estate tax return, including 
extensions. 25 The amount of 
estate tax eligible for Code 
Section 6166 deferral, and quali
fication for the election itself, 
may be affected by IRS audit 
adjustments to the estate tax 
return. For example, an audit 
adjustment may increase the 
value of a closely held business 
interest above the 35% of ad
justed gross estate threshold 
described above. The IRS Regu
lations permit an estate to make 
a protective election to defer 
estate tax if the values shown on 
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the Form 706 do not support Code 
Section 6166 qualification or the 
Form 706 shows no tax due.26 

C. Tax Court Review of Code 
Section 6166 Qualification 
Under TRA '97 
The Taxpayer Relief Act of 1997 
includes new Code Section 7 4 79, 
which grants an estate access to 
the Tax Court to resolve disputes 
regarding the initial or continuing 
eligibility for Code Section 6166 
deferral without being required to 
pay the full amount of the estate 
tax due. Prior to TRA '97 the Tax 
Court had determined that it has 
no jurisdiction to review qualifica
tion for Code Section 6166 treat
ment because denial of the Code 
Section 6166 election does not 
create a "deficiency.'727 The legis
lative history to TRA '97 pointed 
out that requiring full payment 
before judicial access might 
require the sale of the assets 
which Code Section 6166 is de
signed to protect. The ~e~ de
claratory judgment actiOn 1s 
available to estates of decedents 
dying after the August 5, 1997 
date of enactment. 

The Tax Court may grant 
declaratory judgment in an actual 
controversy involving an IRS 
denial of Code Section 6166 
qualification, or an IRS determi
nation that an estate ceases to 
qualify for Code Section 6166 
deferral. The Tax Court's deter
mination will have the full force 
and effect of a Tax Court decision 
and will be reviewable. 28 An 
action pursuant to Code Section 
7 4 79 may be brought by the 
personal representative of the 
estate or by the person, or per
sons, who have assumed the 
obligation to make the deferred 
payments. If more than one 
person has the obligation to make 
the payments, then all such 
persons must be joined as parties. 

Parties must first exhaust ad
ministrative remedies within the 
IRS before bringing an action 
under Code Section 7479.29 This 
requirement will be met if~he 
IRS fails to make a determma
tion within 180 days after a 
request has been made provided 
the taxpayer has taken all rea
sonable steps in a timely manner 
to obtain an IRS determination. 

A Tax Court action pursuant to 
Code Section 7 4 79 must be filed 
before the 91st day after the IRS 
mails notice by certified or regis
tered mail of its denial of initial 
or continuing Code Section 6166 
eligibility. 

While the Code Section 7 4 79 
declaratory judgment jurisdiction 
is described with reference to the 
initial and ongoing qualification 
of an estate for Code Section 
6166 deferral, it is hoped that 
this jurisdiction will extend to 
the determination of the extent 
to which the payment of tax may 
be deferred. This would gener
ally require a review of the 
amount of property that qualifies 
as a closely held business inter
est under Code Section 6166. 

D. Interest in a Closely Held 
Business 
Code Section 6166(b)(1) provides 
that for purposes of Code Section 
6166 the term "interest in a 
closely held business" includes: 
(1) A trade or business carried 

on as a proprietorship, 
(2) A partnership carrying on 

a trade or business if either 
the partnership has 15 or 
fewer partners, or 20% or 
more of the total capital 
interest in the partnership 
is included in the decedent's 
gross estate, or 

(3) A corporation carrying on a 
trade or business if either the 
corporation has 15 or fewer 
shareholders or 20% or more 
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of the corporation's voting 
stock is included in the 
decedent's gross estate. 

Interests in two or more closely 
held businesses may be aggre
gated for purposes of determining 
satisfaction of the 35% test pro
vided 20% or more of the total 
value of each closely held busi
ness is held by the estate. 30 

Code Section 6166 does not 
include a definition of "trade or 
business." In general, passive 
investments will not qualify as 
a trade or business. The IRS 
has ruled that real estate rental 
which does not involve substan
tial management activities does 
not constitute a "trade or busi
ness" under Code Section 6166, 
but is instead the mere manage-

r . . t t 31 ment o passive mves men s. 
However the active conduct of a 
real estate rental service business 

" d b . may constitute a tra e or UBI-

ness" within Code Section 6166.32 

The Code Section 6166 rules 
provide that the value of an~ 
interest in a closely held busmess 
shall not include the portion of 
the interest which is attributable 
to passive assets held by the 
business.33 Passive assets are 
defined as any asset other than 
an asset used in carrying on a 
t:rade or business, 34 and include 
any stock in another corporation 
unless the stock is deemed to be 
held by the decedent by reason of 
the Code Section 6166(b)(8) 
holding company election, and the 
stock qualified under Code Sec
tion 6166(a)(1) as meeting the 
35% of adjusted gross estate test. 
Another exception for stock 
provides that if a corporation 
owns 20% or more in value of the 
voting stock of another co~ora
tion, or such other corporatiOn 
has 15 or fewer shareholders; and 
80% or more of the value of the 
assets of each corporation is 
attributable to assets used in a 
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trade or business, then the 
corporations will be treated 
as one corporation for purposes 
of the Code Section 6166(b)(9) 
passive assets rules. 35 

E. Acceleration of Payment 
Under Code Section 6166 
Code Section 6166 is designed to 
assist estates which lack liquid 
assets by deferring the payment 
of estate taxes attributable to 
closely held business interests. 
The acceleration of estate tax 
payments required under Code 
Section 6166(g) generally recog
nizes that deferral should not be 
permitted to the extent that the 
disposition of a business interest 
or other event provides liquidity 
to pay taxes. 

Code Section 6166(g) generally 
provides for the acceleration of 
estate tax payments upon the 
happening of any of four events: 
(1) Dispositions of a business 

interest or withdrawals from 
a business where the aggre
gate of such dispositions and 
withdrawals is 50% or more 
of the value of the interest,36 

(2) The estate has undistributed 
net income for any tax year 
ending on or after the due 
date of the first installment, 37 

(3) A failure to make a required 
installment payment of 
principal or interest, 38 or 

( 4) A violation of a lien condition 
under Code Section 6324A. 
Under this section the IRS 
may request additional 
security if the value of prop
erty secured by the lien is less 
than the amount of the de
ferred taxes plus interest. If 
this additional security is not 
provided within 90 days, then 
the remaining payments are 
accelerated. 39 

The Code Section 6166(g) 
disposition rules generally 

f ·.1. 'I 
I 
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accommodate Code Section 
303 redemptions which are 
used to make installment 
payments. 40 

F. Interest Payable With Code 
Section 6166 Installments 
After TRA '97 
Under current law, interest at 
the rate of 4% is payable with 
respect to deferred tax attribut
able to the first $1 million in 
value of a closely held business, 
while interest on the balance of 
the deferred tax is payable at 
current rates applicable to under
payments of tax. For purposes of 
determining the tax attributable 
to the first $1 million in value, the 
$600,000 unified credit exemption 
is taken into account. Accord
ingly, the 4% interest rate applies 
only to tax on the next $400,000 
of value, or $153,000. Under 
current law interest paid with 
Code Section 6166 installments 
is deductible as an administration 
expense, and therefore reduces 
estate tax liability. 

For decedents dying after 1997, 
interest at a rate of 2% will be 
charged on the tax attributable 
to the first $1,000,000 of taxable 
value of the closely held business. 
This is the tax on the first 
$1,000,000 of value in excess of 
the applicable exclusion amount. 
For 1998 the amount that quali
fies for the reduced interest rate 
will increase to $410,000. The 
$1,000,000 amount will be in
dexed annually for inflation after 
1998. The rate of interest on the 
remaining tax deferred under 
Code Section 6166 is set at 45% 
of the underpayment rate deter
mined each quarter. This rate is 
currently 9%, which would mean 
a 4.05% rate for deferred taxes · 
over the amounts eligible for the 
2% rate. 

TRA '97 provides that interest 
on deferred estate taxes is no 

longer deductible for either estate 
tax41 or income tax purposes. 42 

While the TRA '97 provisions 
appear to simplify the estate tax 
deferral process by reducing the 
interest rate and eliminating the 
interest deduction, a significant 
benefit of Code Section 6166 
deferral under pre-TRA '97 law 
is the ability to deduct interest 
on a basis that relates back to the 
original due date of the tax with
out any adjustment for the time 
value of money. Some experts 
believe, and can demonstrate 
mathematically, that the effect 
of this benefit is so great that 
the effective rate of interest for 
some estates has actually been 
increased by the 1997 legislation. 

G. Election to Apply TRA '97 
Rules to Estates of Decedents 
Dying Before 1998 
If the estate of a decedent who 
died before 1998 made the Code 
Section 6166 election to defer 
estate tax payments, the personal 
representative may make an 
irrevocable election to have the 
amendments made by TRA '97 
apply to the installment pay
ments due after the effective date 
of the election. However, if the 
election is made, then the 2% 
rate will apply only to the amount 
that was previously eligible for 
the 4% rate under the old rules. 
The election must be made before 
January 1, 1999. If the election 
is made to use the lower interest 
rates, then the estate will be 
unable to deduct interest for 
installments due after the date of 
the election. As described above, 
the benefit of the interest deduc
tion is mathematically greater in 
later years due to the time value 
of money, which suggests that 
estates which are in the later 
years of the Code Section 6166 
installments may forgo the 
election. 
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H. Impact of Code Section 6166 
on Other Estate Planning 
Strategies 
The new opportunities available 
with the "improved" Code Section 
6166 estate tax deferral may 
conflict with other estate and 
gift tax reduction strategies. 
For example, significant gifts of 
minority interests in closely held 
businesses to children may reduce 
the proportionate share of these 
interests in the donor's adjusted 
gross estate below the 35% 
threshold. These gifts are often 
recommended to take advantage 
of minority and marketability 
discounts. Note that the Quali
fied Family-Owned Business 
Exclusion rules described above 
mitigate this problem to some 
extent since lifetime transfers to 
members of the decedent's family, 
other than the decedent's spouse, 
are included in the numerator 
(and denominator) in determining 
satisfaction of the 50% test. 

The Code Section 6166 rules 
may also require modifications 
in the form that assets are held. 
For example, real estate which is 
owned by a family partnership or 
family LLC and which is leased to 
a closely held business will prob
ably not qualify as a "trade or 
business" as used in Code Section 
6166. The deferral of estate 
taxes attributable to the rental 
real estate, and in some cases 
qualification for Code Section 
6166 treatment itself, may re
quire that the real estate be 
contributed to the operating 
business. 

Finally, qualification for Code 
Section 6166 treatment may 
require an "overvaluation" of 
closely held business assets on a 
decedent's estate tax return above 
the value that may have been 
supported by qualified appraisals 
or other evidence. 
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III. Conclusion 
Code Section 2033A is intended to 
preserve, through a reduction in 
estate tax, family owned enterprises, 
and thus prevent the liquidation of 
such enterprises to pay estate tax. 43 

As the foregoing discussion suggests, 
the new laws are extraordinarily 
complex, and may prove difficult to 
administer. The complexity of the 
statute may explain why, notwith
standing the fact that estate tax relief 
may be realized by owners of family 
businesses under the new law, many 
tax and estate planning attorneys are 
critical of the law. Indeed, the Real 
Property, Probate and Trust Law 
Section of the American Bar Associa
tion passed a resolution in August of 
this year calling for the repeal of the 
family-business estate-tax exclusion 
provision.44 It is too early to predict 
whether the benefits of the new law 
will outweigh the complexity and 
other perceived drawbacks of the 
legislation. 

The reduction in the interest rate 
to 2% on estate taxes attributable to 
the first $1,000,000 of taxable value of 
closely held business interests should 
increase the number of estates elect
ing Code Section 6166 deferral of 
estate taxes. The TRA '97 reduction 
in interest rates will particularly 
benefit smaller estates where the 
deferred estate taxes eligible for the 
2% rate represent a relatively large 
portion of the total deferred taxes. 
For larger estates, the TRA '97 elimi
nation of the deduction for interest 
paid with Code Section 6166 install
ments may substantially reduce the 
benefits of the 2% interest rate. In 
fact, the loss of the "time value of 
money'' benefits available under 
current law may actually increase 
the effective interest rate for these 
larger estates. 
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Treasury's Administrative Limitations 
on Michigan NOL Deductions Held Invalid 
by: Edward M. Deron, Evans & Luptak, P .L.C. 

The Michigan Income Tax Act 
definition of ''Taxable income" was 
amended in December of 1987 to 
spell out the method for determina
tion of a Michigan income tax net 
operating loss ("NOL'') deduction.1 

In October of 1989, Revenue Ad
ministrative Bulletin (RAB) 89-60 
was issued to provide the Michigan 
Department of Treasury's interpreta
tion of the 1987 amendments. In 
RAB 89-60, Treasury took the posi
tion that a Michigan income tax NOL 
deduction was limited to the lesser of 
a taxpayer's federal NOL deduction 
or federal modified taxable income 
("FMTI") for that year. 

The position advanced by Treasury 
in RAB 89-60 was, if not its entirety, 
at least to the extent that it provided 
that a Michigan NOL deduction could 
not exceed the taxpayer's federal 
NOL deduction, rejected by the 
Michigan Court of Appeals in Preston 
v Michigan Department of Treasury. 2 

In that case a Texas resident re
ported a loss on his 1980 Michigan 
income tax return from Michigan 
business activities. Because his 
Texas income exceeded his Michigan 
loss, he.had no federal NOL for that 
year. Treasury's position that the 
taxpayer could not claim a deduction 
for his 1980 Michigan NOL against 
his 1982 and 1983 Michigan income 
because he lacked a federal NOL 
deduction was rejected by the Court 
of Appeals on the basis that since a 
taxpayer's NOL under the Michigan 
Income Tax Act is subject to the 
allocation and apportionment provi
sions of the act, his Michigan income 
tax NOL deduction is not limited to 
the NOL deduction, if any, claimed 
on his federal income tax return. 

In view of Treasury's defeat in 
Preston, RAB 89-60 was replaced 
by RAB 93-9, dated June 25, 1993, 

wherein Treasury modified its posi
tion that a Michigan income tax NOL 
deduction was limited to the lesser of 
a taxpayer's federal NOL deduction or 
FMTI to incorporate the allocation 
and apportionment provisions of the 
Michigan Income Tax Act referred to 
in Preston. 

In a further setback to Treasury, 
the FMTI limitation portion of 
Treasury's position was recently 
rejected in Beznos v Michigan 
Department of Treasury. 3 The taxpay
ers in Beznos were Michigan residents 
who had both substantial federal and 
Michigan income tax NOL 
carryforwards to the years in issue, 
which NOLs differed in amount as a 
result of losses and income attribut
able to other states. Additionally, the 
taxpayers had current year federal 
and Michigan income for the years 
in issue, which for federal income 
tax purposes, was first reduced by 
federal itemized deductions before 
any reduction for their federal NOL 
carryforward, whereas for Michigan 
income tax purposes, that income was 
just reduced by their Michigan NOL 
carryforward. Treasury unsuccess
fully argued in that case in support 
of its disallowance of the taxpayer's 
claimed Michigan NOL deductions, 
that the Michigan income tax NOL 
deduction must, as Treasury had 
administratively held for years, be 
limited to FMTI in order to prevent 
a taxpayer form receiving a Michigan 
income tax benefit from federal item
ized deductions. Unable to point to 
specific language in the Michigan 
income tax NOL provisions as support 
for its position, it argued that the 
amendment to the Michigan home
stead property tax credit which was 
adopted by the Michigan Legislature 
six months after the 1987 Michigan 
income tax NOL amendments and 
which specifically imposes a FMTI 
limit on the NOL that can be used 
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in the computation of income for 
purposes of the homestead property 
tax credit should be read and con
strued together with the 1987 Michi
gan Income Tax NOL amendments 
as evidence that the Legislature 
intended that a FMTI limit should 
also apply to the NOL deduction for 
Michigan income tax purposes. 

The Beznos court rejected 
Treasury's argument and decided 
that the holding in Preston, that non 
Michigan income which is included 
in the computation of federal income 
should not be used to prevent a tax
payer from being able to deduct a 
Michigan NOL in the computation 
of the taxpayer's Michigan income 
tax, should be extended to preclude 
a FMTI limitation on the amount of 
a taxpayer's Michigan income tax 
NOL deduction. The Michigan Court 
of Appeals stated, in Beznos, that the 
fact that the Legislature placed a 
FMTI limitation on NOLs for pur
poses of the Michigan homestead 
property tax credit does not mean 
that this FMTI limitation on NOLs 
should apply to all aspects of the 
Michigan income tax. 

As a result of the Michigan Court of 
Appeals recent decision in Beznos and 
its earlier decision in Preston, it can 
be concluded that Treasury's position 

that a Michigan NOL deduction is 
limited to the lesser of a taxpayer's 
federal NOL deduction or FMTI 
is no longer valid. In fact, it is 
probably correct to say that 
Treasury's position was never valid. 

Accordingly, the holdings in 
Beznos and Preston should prove 
to be invaluable authority for other 
Michigan taxpayers, both resident and 
non-resident, who have open tax years 
involving Treasury's disallowance of a 
Michigan NOL deductions pursuant to 
the position advanced by Treasury in 
RAB 93-9 or· the earlier, RAB 89-60. 
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